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Housing upswing to By 

continue in 1986 Cl i mate 


Major Economic Indicators 1982-1986 } 
(millions of dollars unless otherwise indicated) 


Annual Annual Annual Annual Annual i} 
Actual percent Actual percent Actual Forecast Estimate percent Forecast percent — 
1982 change 1983 change 1984 change 1985 change 1986 change 
National Accounts Statistics 
Gross national product 358,302 5.4 389,844 8.8 420,870 8.0 454,900 8.1 491,100 7.9 
in constant 1971 dollars 130,065 -4.4 134,361 3.3 141,097 5.0 147,400 4.5 152,600 3.5 
Personal disposable income 255,954 9.7 270,056 5.5 290,037 7.4 312,900 7.9 334,800 7.0 
in constant dollars 98,900 -1.1 98,633 -0.3 101,875 3.3 105,640 3.7 108,630 2.8 
Consumer expenditure 209,974 8.6 229,184 9:2 247113 7.8 269,400 9.0 292,500 8.6 
in constant 1971 dollars 81,144 -2.0 83,697 3.1 86,790 Shi 90,900 4.7 94,900 4.4 
Corporation pre-tax profits 21,110 — 35.3 32,684 54.9 39,606 alee: 41,100 3.8 44,100 7:3 
Business investment in plant 
and equipment 55,461 -1.1 49,501 — 10.7 50,974 3.0 56,100 10.1 61,900 10.3 
in constant 1971 dollars 20,819 -9.1 18,122 — 13.0 18,228 0.6 19,300 5.9 20,600 OF | 
Housing expenditure 13,220 —19.5 16,318 23.4 15,809 —3.1 19,000 20.2 21,700 14.2 
in constant 1971 dollars 4,529 -21.0 5,677 25.3 5,441 -4.2 6,300 15.8 6,800 79 
International transactions balance 1,293 n.a. 907 n.a. 1,617 n.a.  —1,780 n.a. = 4,000 n.a. 
Exports of goods and services 101,740 1.0 108,169 6.3 131,311 21.4 143,460 9.3 160,000 11.5 
Imports of goods and services 100,447 —EoOi2oe 6.8 129,694 20.9 145,240 12.0 164,000 12.9 
Productivity: GNP per 
employee (1971 $) 12,220 -1.2 12,517 24 12,827 25 13,044 alse 13,229 1.4 | 
Employment (thousands) 10,644 -3.3 10,734 0.8 11,000 25 11,300 aT 11,535 214 
Unemployment rate (per cent) 11.0 n.a. 11.9 n.a. 11.3 n.a. 10.6 n.a. 9.8 na. 
Consumer price index (1981=100) 110.8 10.8 117.2 5.8 122.3 4.4 27a 3.9 132.2 - 4.0 
Industrial production index 123.0 -— 10.0 129.2 5.0 140.5 8.6 146.6 4.3 151.0 3.0 
(1971=100) 
Housing starts (units) 125,860 —29.3 162,645 29.2 134,900 -17.1 164,000 21.6 168,000 2.4 
Source: Actual statistics from Statistics Canada; Prepared December 1985 


forecast by Department of Economic Research, 
The Toronto-Dominion Bank 


n.a.: not applicable ‘ 


-anada’s Housing Outlook 


The housing market rebounded with new vigour in 1985, 
making a significant contribution to the economy’s strong 
performance. Further gains are anticipated this year, as the 
momentum generated in both resale and new housing 
markets in 1985 is sustained. A strong housing market will, 
in turn, stimulate other sectors of the economy, such as 
sales of household goods. 

Throughout the recent economic recovery and 
expansion, most sectors of the Canadian economy enjoyed 
a sustained improvement in real growth. This was not true 
of the housing industry, whose fortunes seemed to rise and 
fall with the presence or absence of government stimulative 
programs. One reason for a more optimistic outlook for the 
housing market is that a break in the boom and bust pattern 
of recent years is foreseen. Contributing to this scenario is 
the generally stable outlook for the economy, an 
environment of relatively low and stable interest rates, and 
high levels of pent-up housing demand, consumer 
confidence and savings. 

During the past year, signs of improvement in the 
housing sector were first seen in the resale market. In the 
first six months of 1985, sales of existing homes in Canada 
grew by about 25 per cent from the previous year. Much of 
this strength took place in central Canada, but virtually all 
regions of the country shared in the upsurge. By the second 
half of 1985, housing construction began to respond to the 
favourable resale market conditions, and housing starts 
averaged 190,000 units at annual rates. This was the 
highest rate since the spring of 1983, when starts were 
buoyed by federal and provincial stimulative policies. In 
1985, however, market forces supported the healthy 


housing market, and the impact of market forces tends to 
be more enduring than that of transitory government 
programs. For 1985 as a whole, housing starts averaged 
about 164,000 units, a 20 per cent increase from the 
previous year. Sales of existing houses rose an estimated 
23 per cent in 1985, to about 240,000 units. 

The majority of housing starts in 1985 were single family 
dwellings, which accounted for about 70 per cent of the 
total. Over the last ten years, starts of singles have averaged 
around 50 per cent of total starts, and this proportion 
exceeded 60 per cent for the first time as recently as 1983. 
This increase in the proportion of singles coincided with the 
end of the last substantive government programs which 
subsidized the construction of multiples. The absence of 
new programs since 1983, and the maintenance of rent 
controls in all provinces except British Columbia, Alberta 
and New Brunswick, continue to discourage the 
construction of new rental accomodation. These trends are 
taking place in an environment of vacancy rates of less than 
one per cent in many metropolitan areas. The expiry of rent 
controls in New Brunswick in August, 1985 was not followed 
by a rapid escalation of rents but did have a major positive 
impact on starts of apartments. The opposite policy route is 
being followed in Ontario, with the government recently 
promising to extend and tighten rent controls. Without a 
major policy change, a crisis in rental accomodation seems 
likely in the next eighteen months. 

An important component of total housing expenditures 
in recent years has been renovation and repair work. This 
category has risen from about 30 per cent of total housing 
expenditures in 1977 to close to 50 per cent in 1985. In the 


last years of this decade, spending on renovations and 
repairs is expected to exceed expenditures on new 
housing. 

Several factors encouraged the recent upswing in the 
housing market, the most important of which were falling 
mortgage interest rates, more affordable housing prices 
and buoyant consumer confidence. In 1985, mortgage 
interest rates averaged about one-and-a-half percentage 
points lower than in 1984. Considering the pace of activity in 
both the resale market and the new housing market, 
housing price increases remained moderate during 1985. 
Increases in the price of new housing during the year 
averaged less than 2 per cent nationally, while resale 
housing price increases were closer to the overall rate of 
consumer price inflation of 4 per cent. Since the 1981-82 
recession, Canadians have been saving annually over 12 
per cent of their disposable incomes, and this build-up of 
savings facilitated the purchase of houses last year. The 
end of the tax sheltering of funds in Registered Home 
Ownership Savings Plans may have provided an additional 
boost to housing purchases. 

This year, a continuation of the basic trends of 1985 is 
foreseen. Although steady growth in total housing activity is 
likely, a classic boom market, in which housing prices rise 
rapidly, is not anticipated. Steady gains in housing will 
reflect expected declines in mortgage interest rates, 
favourable demographic factors and the generally 
beneficial impact of a fourth consecutive year of expansion 
for the Canadian economy. In the first half of 1986, 
mortgage rates are expected to fall further before turning 
upward slightly in the latter half of the year. Demographic 
projections of household formation indicate that recent 


pent-up demand should carry over into 1986, albeit at a 
slowing rate. 

The composition of total housing starts this year is also 
expected to follow trends established in 1985. Of a 
projected total 168,000 starts, about 73 per cent will be 
single family dwellings, as incentives for multiples 
construction remain minimal. Housing market growth will 
continue to favour central Canada, consistent with current 
migration patterns. For the first time in several years, 
however, Alberta will enjoy a sizeable jump in housing starts 
while other Western provinces are likely to experience more 
modest growth. Resale markets will also make further gains 
this year, with national sales growth forecast at about 12 per 
cent. 

In the longer term, demographic forecasts indicate a 
slowing in household formation through the remainder of 
the 1980s and into the 1990s, largely as a result of declining 
fertility rates in Canada. Consequently, the levels of 
housing starts seen throughout the 1970s, with annual 
averages exceeding 200,000 units, are unlikely to be 
matched in this decade. 

Housing requirements are clearly in the rental area 
where crisis conditions are likely unless provincial 
governments move to eliminate rent controls which have 
virtually stopped construction of rental units in most 
provinces. Costly programs to subsidize construction of 
either rental or family owned units are not anticipated 
because of fiscal constraints. As a result, a more stable era 
for housing construction, without stop and go subsidies, 
seems likely. This would be welcomed by both builders and 
consumers, leaving the rent control dilemma as the major 
housing market question for most areas of Canada. 


Chart 1 
Gross National Product 
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Source: Statistics Canada 


The Canadian economy is expected to achieve a fourth 
consecutive year of strong growth in 1986. Growth in 
business investment and housing will remain strong. 
Consumer spending, though remaining buoyant, is unlikely 
to continue expanding as rapidly as in 1985, as higher taxes 
will cut into disposable income. Economic growth will 
continue to be propelled by strong domestic demand, and 
real GNP is forecast to increase by about 3.5 per cent in 
1986, compared to 4.5 per cent in 1985. 


Chart 2 
Industry Output and Capacity Utilization 
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Source: Statistics Canada and the Bank of Canada (capacity utilization rate). 


The surge in manufacturing output growth in the last half of 
1985 is expected to be followed by slower growth this year, 
as U.S. demand for Canada’s manufacturéd exports 
abates. Real growth in mining output is, however, likely to 
improve marginally to around 2.5 per cent in 1986, after a 
dismal performance in 1985. The rate of industrial capacity 
utilization is expected to increase slightly this year from its 
1985 average of 84 per cent. 


Chart 3 
Consumer Income, Spending and Savings 
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Source: Statistics Canada 


Consumer spending was strong in 1985, as consumer 
confidence and disposable income rose sharply. Auto sales 
increased to a record 1.1 million units, and should remain at 
this high level this year. Income growth will slow in 1986, 
largely reflecting higher taxes, but improved confidence 
and financial wealth will maintain growth in real consumer 
spending at over 4 per cent. The savings rate should fall to 
about 11 per cent from over 12 per cent in 1985. 
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Chart 4 
Consumer Price Index 


Source: Statistics Canada 


Consumer price inflation moderated to a 3.9 per cent rate in 
1985, and is expected to average close to 4 per cent in 1986. 
Underlying inflation should remain low, reflecting continued 
modest gains in wages. While higher sales taxes will cause 
a slight uptick in prices early this year, this should be offset 
somewhat by declining energy costs in response to lower 
world oil prices. Food price increases should remain 
relatively low in 1986, reflecting ample world food supplies. 


Chart 5 
Business Investment 
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Source: Statistics Canada 


Real growth in business investment in 1986 will 
approximate its 1985 growth rate of around 6 per cent. 
Much of this investment growth will arise from the resource 
and manufacturing sectors, although commercial 
construction in the service sector will also make an 
important contribution. Increases in real non-residential 
construction outlays this year will slightly outpace those of 
machinery and equipment expenditures. 


Chart 6 
Housing 
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Source: Statistics Canada and Canada Mortgage and Housing Corporation 


Inthe second half of 1985, housing starts reached levels 
unseen since the spring of 1983, and averaged 164,000 
units for the year as a whole. A slight increase in the level of 
starts to about 168,000 units is expected in 1986. Real 
growth of around 8 per cent in housing expenditures is 
anticipated. Continued strength in the resale market and 
renovations will be important components of the increase in 
total housing expenditures. 


Chart 7 Chart 8 
Corporation Profits Business Inventories 
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Source: Statistics Canada. —_*National accounts basis Source: Statistics Canada 

Growth in before-tax profits strengthened slightly at the end Business inventories are expected to increase by $3.8 

of 1985, but remained generally modest for the year as a billion in 1986 compared with $2.8 billion last year. The 
whole. This year, before-tax profit growth will be slightly more rapid accumulation will occur largely as the result of 
stronger while after-tax profits will be reduced by corporate slower growth in final sales. In addition, lower interest rates 
tax increases. Profit expansion in 1986 will be broadly will reduce some of the pressure to minimize inventory 
based among industrial groups. The share of GNP holdings. Inventory accumulation is likely to be strongest in 
accounted for by pre-tax profits will, however, remain under capital goods industries, reflecting the continued upswing 


10 per cent this year. in business investment. 


Chart 9 
Government Budgetary Position 
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Source: Statistics Canada. “Excludes the Canada and Quebec Pension Plans 


Despite slower growth in federal government expenditures 
in 1985, the budget deficit was a record $31 billion (national 
accounts basis). Tax and expenditure measures introduced 
in the May 1985 budget should reduce the federal deficit to 
about $27 billion this year. The total budgetary position of 
other levels of government is expected to remain near 
balance this year, after showing a small deficit in 1985, as 
the provinces benefit from federal tax changes. 


Chart 10 
The Labour Market 
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Source: Calculated from data published by Statistics Canada 


Employment growth remained robust in 1985, averaging 
close to 3 per cent. Services industries led the gains, 
reflecting the strong pace of domestic economic 
expansion. Along with slower economic growth, job gains 
are forecast to moderate in 1986. Employment growth in 
services will be weaker, but growth in manufacturing is, 
however, expected to pick up slightly. The unemployment 
rate should continue to edge down, to just under 10 per cent 
from 10.6 per cent in 1985. 
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Source: Calculated from data published by the Bank of Canada. 


The Canadian money supply measure, M1A, grew by 36 per 
cent in 1985, but the narrow definition M1 grew by only 4 per 
cent. This divergence was due to the rapid growth of daily 
interest accounts. This year, the pace of deposit shifting is 
expected to slow, although growth in M1A is still forecast to 
remain rapid. The broader aggregate, M3, grew by close to 
6 per cent last year, and is forecast to increase by about half 
that rate this year. 
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Source: Calculated from data published by the Bank of Canada 


Business loans advanced by more than 5 per cent last year, 
benefiting from a rebound in business credit demand. 
While business loans are expected to increase by $6 billion 
over the year, the average growth rate is forecast to be close 
to 4 per cent. Personal loans grew by more than 9 per cent 
last year, reflecting strong car sales. More moderate 
economic growth this year and a levelling out in car sales 
are expected to slow the growth rate of personal loans 
below 7 per cent. 


Chart 13 
Short-term Interest Rates 
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Source: The Bank of Canada and Toronto Dominion Bank 


Short-term interest rates declined by more than 1 1/2 
percentage points on average in 1985, largely the result of 
easier credit conditions in the United States. During the first 
half of this year private sector credit demand in the United 
States is forecast to ease, allowing U.S. interest rates to 
move to lower levels. Canadian short-term interest rates are 
expected to follow U.S. rates to lower levels during the first 
half of 1986. 


Chart 14 
Long-term Interest Rates 
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Source: Central Mortgage and Housing Corp. and the Bank of Canada 
The Corporate long-term bond yield provided courtesy of McLeod Young Weir Limited 


Mirroring declines in short-term rates, long-term interest 
rates declined by more than 1 1/2 percentage points, on 
average, in 1985. This year the expectation of slower 
economic growth, low inflation and legislation forcing 
deficit reduction in the United States should allow U.S. long- 
term interest rates to continue declining. Canadian long- 
term interest rates are also expected to continue declining 
this year. 


Chart 15 
Canada-U.S. Interest Rate Spreads 
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Source: The Bank of Canada, McLeod Young Weir Limited and Moody's Investors Service, Inc. 


Short-term interest rate spreads widened near the end of 
last year as the Bank of Canada responded to seasonal 
weakness in the Canadian dollar. The expectation of a 
stronger Canadian dollar this year should result in smaller 
short-term interest rate spreads during 1986. Long-term 
interest rate spreads remained narrow throughout much of 
1985. As both the United States and Canada are forecast to 
have similar inflation rates this year, the spreads should 
remain narrow. 


Chart 16 
International Trade and the Current Account 
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Source: Statistics Canada. 


Canada’s merchandise trade surplus narrowed in 1985, but 
remained relatively high at about $18 billion. The trade 
surplus is expected to narrow slightly in 1986, reflecting 
rising imports -- particularly of capital goods -- anda 
slowdown in exports, as Canadian economic growth is 
expected to continue outpacing growth in the United 
States. The current account will remain in small deficit in 
1986, reflecting the smaller trade surplus and a wider 
services deficit. 


Chart 17 
The Canadian Dollar 
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Source: Calculated from data published by the Bank of Canada 


The Canadian dollar is expected to strengthen 

this year to 74 cents (US), after recovering from seasonal 
weakness in late 1985. Confidence in the dollar should 
improve in 1986, after sliding last year as a result of a 
number of uncertainties and difficulties which are unlikely 
to be repeated. The dollar remains fundamentally 
undervalued, as indicated by Canada’s much-improved 
competitiveness and low inflation rate. 


Chart 18 
Canada-U.S. Inflation Comparison 
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Source: Statistics Canada and U.S. Department of Commerce 


Consumer price inflation continued to moderate last year, to 
3.9 per cent in Canada and to 3.6 per cent in the United 
States. Higher taxes, relatively larger increases in energy 
prices and stronger economic activity in Canada 
contributed to the inflation differential in 1985. Inflation in 
the United States is forecast to rise above the 4 per cent rate 
expected for Canada this year, eliminating the inflation gap. 
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Chart 19 
Trends in International Industrial Production 
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Source: IMF International Financial Statistics 


Growth in production in the major industrialized countries 
expanded at a healthy pace during 1985. Japan’s rate of 
growth was highest, followed by Canada, West Germany, 
and the United States. In 1986, growth in industrial 
production will increase by about 4 per cent in Japan and 
West Germany, and only 2 per cent in the United States and 
3 per cent in Canada. Industrial production will accelerate 
in Japan and North America as the year progresses. 


Chart 20 
U.S. Gross National Product 
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Source: United States Department of Commerce 


Economic growth in the United States is expected to slow 
sharply over the next three to six months. Real GNP growth 
in the United States is forecast to average close to 2 per 
cent in 1986 after growing by about 2.4 percent last year. 
Low personal savings and high debt levels are expected to 
restrain consumer spending. Business investment is also 
projected to be weaker in 1986. A recession is not likely and 
economic growth is expected to pick-up by mid-year. 


Chart 21 Chart 22 
U.S. Money Supply U.S. Short-term Interest Rates 
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Source: Federal Reserve Bank of New York. Source: The Bank of Canada 

After growing at a rapid pace during the summer months, After falling during the early part of the year, U.S. short- 
the narrow money supply rose more slowly in the final term interest rates were relatively stable during the 
quarter of 1985. Money supply growth averaged close to 12 second half of last year. The prime rate remained at 9.5 
per cent in 1985, well above its 3 to 8 per cent target band. per cent and the Discount rate at 7.5 per cent. United 


The broader monetary aggregate, M2, grew by 8.6 per cent States interest rates are expected to decline during the 
in 1985, just below its upper target of 9 per cent. The narrow first half of this year, in response to weak economic 
money supply is expected to remain above its upper target growth, continued low inflation and the likelihood of 
during the early part of this year. further easing by the Federal Reserve. 
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